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Abstract: The European Union decision of adopting the International Accounting Standards for the whole of its 
countries members was deeply contested by the European banks. In fact, the banking industry was completely 
opposed to IAS 39 which treats the financial instruments. In order to demonstrate the impact of different 
accounting models for financial instruments on the financial statements of banks, we developed a simulation 
model capturing the most important characteristics of a modern universal bank. By using French data, we 
demonstrate that under the current IAS 39, the results of a fully hedged bank may have to show volatility in 
income statements due to changes in market interest rates. However, results of a partially hedged bank in the 
same scenario may be less affected. 
 




Résumé : La décision de l’Union européenne d’adopter les normes IAS pour l’ensemble de ses membres, avait 
été fortement contestée par les banques européennes. En effet, le secteur bancaire européen était 
catégoriquement opposé à l’IAS 39 qui concerne les instruments financiers. Nous avons essayé dans le cadre de 
ce travail de tester la volatilité des résultats et des capitaux propres d’un modèle de banque appliquant l’IAS 39. 
En partant d’un modèle de banque hypothétique, nous avons effectué des simulations en nous basant sur des 
données historiques relatives aux swaps de taux d’intérêt en France. Notre modèle a été testé selon les deux  
stratégies de couverture : couverture totale et partielle. Nous avons pu démontré que les résultats d’une banque 
totalement couverte sont plus volatils que ceux d’une banque partiellement couverte.  
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I.Introduction and literature review 
The creation of a unique European accounting system of reference based on IAS marked a 
key step in the construction of the financial Europe. The banking industry was aware that the 
implementation of the IAS/IAS will be difficult. Among the IAS, IAS 39 has provoked the 
most critics. This standard which is the first unique and global international standard treating 
the financial instruments has witnessed strong opposition overall from the financial 
institutions. One of the key areas in which the proposals of the IASB provide a significant 
improvement over the current accounting framework regime is the recognition on the balance 
sheet of business that was recorded only off-balance sheet, in particular derivatives 
transactions.  
In fact, the main contribution of this standard is a wider application of fair value for financial 
instruments valuation. The IASB, in a claimed search of faithful and complete picture, impose 
this valuation principle which is far to be unanimous. In fact, some specialists estimate that 
IAS 39 will create an accounting volatility at the level of the income statements and the 
equities and which will differ from the economic volatility.  
In this paper, we analyze the impact of interest rates variation on accounting volatility and 
describe the relation between hedging
1 strategy (partial or full) and accounting volatility.  
The fair value recording of financial instruments could increase the volatility of bank incomes 
which will be influenced by short term fluctuations of market.  In fact, if the bank is based, for 
the calculation of its income, on variations of market prices between the beginning and the 
end of period, this one risks to be more volatile than the one calculated by reference to 
historical cost.  This increase of volatility does not constitute a negative point in its self if it 
corresponds to reality. However, the diffusion of this volatility in accounts is not desirable 
because it does not correspond to the volatility degree of intermediation activities.   In fact, 
the most part of items constituting banks balance sheets are at the same time not very liquid 
                                                 
1 In this paper we treat only the interest rate risk hedge. The reader must know that according to IAS 39.52, it 
exists two kinds of  risks linked to interest rate: 
“- fair value interest rate risk is the risk that the value of a financial instrument will fluctuate because of changes 
in market interest rates. 
  - cash flow interest rate risk is the risk that the future cash flow of a financial instrument will fluctuate because 
of changes in market interest rates.” 
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and including credit risk.  The volatility of banks results and shareholder’s equities may then 
be due essentially to the modifications inducted in the quality of loans and not to the short 
term market fluctuations
2.   
In United-States, many researches were done in order to identify the effect of fair value 
evaluation of certain kinds of securities on banking results and equities volatility. Barth, 
Landsman & Wahlen (1995)
3 studied, a sample of American banks, in the period 1971-1990 
by using data about fair value of securities contained in banks reports. They conclude that 
results calculated by reference to fair value were more volatile than those calculated by 
reference to historical cost. 
Bernard, Merton & Palepu (1995)
4 studied the effect of fair value introduction in the 
accounting of Danish banks. They demonstrate that Danish banks benefits, calculated by 
reference to a fair value evaluation are three to four times more volatile. 
Yonetani & Katsuo (1998)
5 studied a sample of 87 Japanese banks in a period starting in 1989 
and ending in 1996. They demonstrated that even though results will be more volatile when 
using fair value accounting, this increased volatility does not reflect necessarily the economic 
risk. 
Gebhardt, Reichardt & Wittenbrink (2002a)
6 studied Deutsch banks in order to analyze the 
effects of IAS 39 on banks results by creating a simulation model which they tested in two 
scenarios of increase and decrease of interest rates. Financial statements of bank model were 
prepared with different accounting rules: before and after IAS 39 and with and without hedge 
accounting. They conclude first that after IAS 39, a full hedged bank results can create 
volatility at the level of income statement due to the variations of market interest rates. 
Second, they argue that accounting results of a bank that made a partial hedge, in the same 
scenario, can be less affected even if it exists economic gains or losses. 
All of these studies were unanimous that fair value accounting will induce accounts volatility.  
                                                 
2 Oung. V., «  Considérations prudentielles sur la comptabilisation en « juste valeur » pour les établissements 
de crédit », Bulletin de la Banque de France, n°95, 2001. 
3 Barth.M.E, Landsman.R.W, Wahlen .J.M « Fair Value accounting: Effects on banks earninigs volatility, 
regulatory capital, and value of contractual cash flows », Journal of Banking & Finance, volume 19, Issues 3-4, 
June 1995, p-p 577-605. 
4 Bernard. V.L,  Merton.R.C & Palepu. K.G, « Market-to-market Accounting for Banks and Thrifts: Lessons 
from Danish Experience », Journal of Accounting Research, Vol. 33, No. 1, 1995, p-p.1-32. 
5 Yonetani T. & Katsuo Y., " Fair value accounting and regulatory capital requirements", FRBNY Economic 
Policy Review, p-p 33-43, October 1998. 
6  Gebhardt G., Reichardt R., Wittenbrink C.,  «Accounting for Financial Instruments in the Banking 
Industry », Johann Wolfgang Goethe-Universität Frankfurt Am Main, Working Paper Series: Finance & 
Accounting, No.95, November 2002. 
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By inspiration from the simulation model of Gehbhardt, Reichardt & Wittenbrink (2002a)
7, 
we study the impact of IAS 39 on the volatility of incomes and stakeholder’s equities of banks 
in a scenario of decreasing interest rates
8. We test a hypothetic bank model
9 which includes 
the essential of universal items that we could find in banks balance-sheets. In order t reduce 
the complexity of the model, its focus is limited to interest rate products either belonging to 
the trading book or the banking book and to the interest rate risk management. We simulate 
our model accounts in order to study and analyze the impacts of IAS 39 application in terms 
of volatility by use of all possible options (cash-flow hedge and fair value hedge).  
The assumptions of the bank model are the following: 
Assumption 1: the bank operates in an economy without regulatory capital and liquidity 
requirements. 
Assumption 2:  the bank operates in an economy where credit risk and liquidity risk do not 
exist. 
Assumption 3: the bank maintains its original portfolio structure. It does not engage in new 
transactions except for short-term funding. 
Assumption 4: the bank operates at zero costs, does not pay taxes and earns no fees and 
commissions.   
According to the first assumption, the model bank starts with zero equity. Equity may become 
negative if the bank accumulates negative income. 
Term deposits transfer the profits and losses of every year to the next year in order to show all 










Model of bank: Full Hedge in a scenario of decreasing interest rates  
                                                 
7  Gebhardt G., Reichardt R. & Wittenbrink C.,  «Accounting for Financial Instruments in the Banking 
Industry », Johann Wolfgang Goethe-Universität Frankfurt Am Main, Working Paper Series: Finance & 
Accounting, No.95, novembre 2002. 
8 We choose the case of decreasing interest rates because it is the only scenario linked to interest rates and to 
which French data is available.  
9 Of course, this type of analysis is subject  to critics,  given that the balance sheet structure is taken as given and 
that the behavior of the bank  is assumed not to change. 
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Partial Hedge in a scenario of decreasing interest rates (without transactions in Bold and between brackets)  
Model bank (full hedge) 
Banking Book  Trading Book  Consolidated 
Assets  Liabilities  Assets  Liabilities  Assets  Liabilities 
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To make our simulations, we use historical data about interest rate swaps in France. The 
period chosen and which is characterized by a decrease of interest rates is from 2001 until 
2005.  We operated our study in a window of three years from 2003 until 2005. Our data was 
extracted from the Data Base Datastream. 
 
 
Yield curves for French Interest Rate Swaps from 2001 to 2005 for different maturities varying from 1 year to 
10 years  
 
  1  2  3  4  5  6  7  8  9  10 
2001  4,69% 4,71% 4,80% 4,90% 5,01% 5,11% 5,21% 5,30% 5,37% 5,36% 
2002  3,80% 4,24% 4,53% 4,73% 4,89% 5,02% 5,12% 5,20% 5,27% 5,20% 
2003  2,45% 2,64% 2,94% 3,22% 3,46% 3,67% 3,85% 4,01% 4,15% 4,50% 
2004  2,26% 2,65% 3,00% 3,30% 3,55% 3,76% 3,94% 4,09% 4,22% 4,44% 
2005  2,24% 2,43% 2,62% 2,79% 2,95% 3,09% 3,22% 3,34% 3,45% 3,75% 
 
 
We apply different accounting rules to the activities of the model bank according to different 
hedge strategies in the case of decreasing interest rates. We later present the accounts of the 
bank according to old IAS (before the decision of adoption of IAS 39) and according to actual 
International Financial Reporting Standards (with IAS 39). Moreover, we compare the 
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conclusions when applying the financial accounting rules with those of  “economic 
accounting
10”.  
In the case of application of « economic accounting » rules, the performance of each financial 
instrument i in year t is calculated according to the following equation:   
PFi,t = PVi,t - PVi,t-1 +  CFi,t
With:  CFi,t = Cash flow of financial instrument i in year t for years t = 0,…,m. where 
m is the year of maturity of the financial instrument, based on the yield curve of year t. 
 PVi,t = Sum of anticipated cash flows  CFi,t with PVi,t-1= 0 for t = 0 
 PFi,t = Performance of the financial instrument i in year t 
The economic performance measurement considers expectations (that we find in the yield 
curve) and that lead to capital gains or losses. Calculated performance results of all financial 
instruments are later aggregated at the portfolio level and the sum of the portfolio results 
represents the bank global economic performance. (Table 0). 
 
Table 0: Economic Performance in the scenario of interest rate decrease 
 
trading book    
full  
hedge       
partial 
hedge    
   2003  2004  2005  2003  2004  2005 
bonds                                                          present value    108,4454  107,9824  111,7697  108,4454  107,9824  111,7697 
                                                change of present value  8,4454  -0,46299  3,787292  8,4454  -0,46299  3,787292 
                                                cash flow  5,267  5,267  5,267  5,267  5,267  5,267 
                                                performance  13,7124  4,804007  9,054292  13,7124  4,804007  9,054292 
           
external interest rate swaps                      present value   -22,7155  -20,651  -26,1448  -14,088  -12,7975  -16,7944 
                                                change of present value  -9,97715  2,064479  -5,4938  -8,36604  1,290409  -3,99687 
                                                cash flow  -4,0254  -7,8054  -8,3542  -2,5324  -4,9624  -5,3152 
                                                performance  -14,0025  -5,74092  -13,848  -10,8984  -3,67199  -9,31207 
performance of external transactions -0,29015 -0,93691  -4,79371  2,81396  1,132017  -0,25778 
           
internal interest rate swaps                       present value   14,27005  12,66857  14,37508  5,642555  4,815138  5,024716 
                                                change of present value  1,53175  -1,60149  1,70651  -0,07936  -0,82742  0,20958 
                                                cash flow  2,5604  4,9904  5,3432  1,0674  2,1474  2,3042 
                                                performance  4,09215  3,38891  7,04971  0,98804  1,31998  2,51378 
internal deposits                          present value (or size)  -100  -100  -100  -100  -100  -100 
                                                interest flow  -3,802  -2,452  -2,256  -3,802  -2,452  -2,256 
performance of internal transactions 0,29015 0,93691  4,79371  -2,81396  -1,13202  0,25778 
           
performance of the trading book 0,00000  0,00000 0,00000 0,00000 0,00000 0,00000 
                                                 
10 In economic accounting, the performance of the model bank is completely determined by cash-flows of 
interest rate products. For every product, the actual value of cash flows is calculated by using discount rates 
descended from the same yield curve. We have chosen the yield curve for French interest rate swaps as 
evaluation standard of each product. 
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banking  book         
           
Loans                                                           present value   217,255  215,7069  218,7007  217,255  215,7069  218,7007 
                                                change of present value  3,22222  -1,54814  2,99386  3,22222  -1,54814  2,99386 
                                                cash flow  10,59  10,59  10,59  10,59  10,59  10,59 
                                                performance  13,81222  9,041861  13,58386  13,81222  9,041861  13,58386 
    -8,6275  -7,85343  -9,35036     
internal interest rate swaps                       present value   -8,6275  -7,85343  -9,35036  0  0  0 
                                                change of present value  -1,61111  0,774069  -1,49693  0  0  0 
                                                cash flow  -1,493  -2,843  -3,039  0  0  0 
                                                performance  -3,10411  -2,06893  -4,53593  0  0  0 
           
bonds available for sale                            present value    52,93128  52,26161  51,35121  52,93128  52,26161  51,35121 
                                                change of present value  -0,58567  -0,66967  -0,91040  -0,58567  -0,66967  -0,91040 
                                                cash flow  2,5025  2,5025  2,5025  2,5025  2,5025  2,5025 
                                                performance  1,916831  1,832831  1,592099  1,916831  1,832831  1,592099 
           
internal interest rate swaps                       present value   -2,93128  -2,26161  -1,35121  -2,93128  -2,26161  -1,35121 
                                                change of present value  0,585669  0,669669  0,910401  0,585669  0,669669  0,910401 
                                                cash flow  -0,6015  -1,2765  -1,3745  -0,6015  -1,2765  -1,3745 
                                                performance  -0,01583  -0,60683  -0,4641  -0,01583  -0,60683  -0,4641 
           
bonds held to maturity                              present value    32,71128  32,55353  33,67351  32,71128  32,55353  33,67351 
                                                change of present value  0,50631  -0,15775  1,11998  0,50631  -0,15775  1,11998 
                                                cash flow  1,6065  1,6065  1,6065  1,6065  1,6065  1,6065 
                                                performance  2,112808  1,448752  2,726479  2,112808  1,448752  2,726479 
           
internal interest rate swaps                       present value   -2,71128  -2,55353  -3,67351  -2,71128  -2,55353  -3,67351 
                                                change of present value  -0,50631  0,157748  -1,11998  -0,50631  0,157748  -1,11998 
                                                cash flow  -0,4659  -0,8709  -0,9297  -0,4659  -0,8709  -0,9297 
                                                performance  -0,97221  -0,71315  -2,04968  -0,97221  -0,71315  -2,04968 
           
certified liabilities                                       present value   -108,627  -107,853  -109,35  -108,627  -107,853  -109,35 
                                                change of present value  -1,61111  0,774069  -1,49693  -1,61111  0,774069  -1,49693 
                                                cash flow  -5,295  -5,295  -5,295  -5,295  -5,295  -5,295 
                                                performance  -6,90611  -4,52093  -6,79193  -6,90611  -4,52093  -6,79193 
           
internal deposit                            present value (or size)  100  100  100  100  100  100 
                                                interest flow  3,802  2,452  2,256  3,802  2,452  2,256 
           
external deposits                         present value (or size)  -280  -280  -280  275,62  272,67  269,413 
                                                interest flow  -10,6456  -6,8656  -6,3168  -10,61  -6,7582  -6,15144 
           
performance of the banking book 0,00000  0,00000  0,00000  3,139711 2,176328 4,701296 
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II.  Empirical study: implications of financial instruments accoouting on financial 
statements 
1.  Financial statements of Model Bank according to Old IAS
11 
According to the « mixed model » of old IAS, the trading portfolio of our bank is valued in 
fair value as in the case of economic performance measurement. Assets and liabilities 
constituting the banking portfolio are valued at amortized cost.  The interest rate variation 
does not influence the value of banking portfolio loans and liabilities independently from the 
existence or not of an effective hedge of interest rate portfolio. Securities of banking portfolio 
are valued at amortized cost or market quotations if they are lower. 
According to IAS, the hedge accounting is optional and is based in particular on 
interpretations. We will not discuss the case of old IAS application without hedge accounting 
because we noticed that the majority of banks communicate their group accounts with use of 
hedge accounting. Table 1 presents the results of a fully hedged model bank in the scenario of 
decreasing interest rates. Because of the decline of interest rates, the fair values of fixed rate 
assets and liabilities increase as under « Economic Accounting » (Panel A). The risk in the 
banking book resulting from a long position in fixed rate assets is hedged via an internal 
derivative with the trading book. The open position from the internal contract in the trading 
book is closed by an external swap in the market. 
 
Table 1: Comparison of Old IAS (with Hedge Accounting) with Economic Accounting for Fully Hedged 
Bank in the scenario of interest rates decrease 
     Panel A      panel B     Panel C   
    
Economic 
Accounting     Old IAS     Differences  
   2003  2004  2005  2003  2004  2005  2003  2004  2005 
TRADING  ASSETS  108,45  107,982  111,77 108,445 107,98  111,77  0  0  0 
LOANS AND ADVANCES TO 
BANKS  217,25 215,707  218,7  200  200  200 17,255  15,707  18,701 
INVETMENT  SECURITIES  85,643  84,8151  85,025  80  82,262 82,262 5,6426  2,5535  2,7631 
OTHER ASSETS  0  0  0  14,2701  10,407  12,113  -14,27  -10,41  -12,11 
TOTAL  ASSETS  411,34  408,504  415,5  402,715  400,65 406,14 8,6275  7,8534  9,3504 
TRADING  LIABILITIES  22,715  20,651  26,145 22,7155 20,651  26,145  0  0  0 
LIABILITIES  TO  BANKS  280  280  280 280 280  280 0  0  0 
CERTIFIED LIABILITIES  108,63  107,853  109,35  100  100  100  8,6275  7,8534  9,3504 
OTHER  LIABILITIES 0  0  0 0 0  0  0  0  0 
NET  INCOME  0  0  0 0 0  0  0  0  0 
RETAINED  EARNINGS  0  0  0 0 0  0  0  0  0 
TOTAL LIABILITIES AND 
EQUITY  411,34  408,504  415,5  402,715  400,65 406,14 8,6275  7,8534  9,3504 
NET  INTEREST  INCOME  0  0  0 0 0  0  0  0  0 
                                                 
11 Old IAS refer to the International Accounting Standards before the issuing of IAS 39.  
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NET TRADING INCOME  0  0  0  0  0  0  0  0  0 
NET INCOME FROM 
INVESTMENTS  0  0  0 0 0  0  0  0  0 




Under Old IAS, all banking book assets and liabilities except of investment securities are 
carried at amortized cost (Panel B). The bank has a « natural hedge » of fixed rate assets and 
liabilities for which unrealized gains on loans (2003: 217,255/2-100= +8,627) equal 
unrealized losses on the liabilities (2003: -108,627-(-100) = +8,627). The net long position in 
fixed rate assets results in an economic gain which is not recognized. This unrecognized gain 
(2003: +14,27) results from the increase in loans fair value (2003 : 217,255/2-100= +8,627) 
and from investment securities (2003: (52,93128+32,71128)-80= +5,643). The corresponding 
loss on the external derivative hedging instruments of banking book (2003: -14,27) appears 
under trading liabilities together with the loss on the swap hedging the trading book assets 
(2003: -8,4454). 
We face the problem that the recognized change in fair value on the external hedging 
instruments is not compensated by recognized changes in the value of banking book assets 
and liabilities. The net variation of fair values of derivative hedging instruments is negative 
whereas the banking book assets and liabilities still carried at cost and thus does not display 
any change. Without hedge accounting under old IAS, the net change of trading assets and 
liabilities (2003: -14,27) would show up in net income. Hedge accounting under Old IAS thus 
requires the insertion of a « plug » displayed as « other assets » in table 1 in order to equate 
debit and credit in the balance sheet. With only the plug asset created by credits to net income, 
our fully hedged bank presents a zero net income as expected.  
 
Table 2: Comparison of Old IAS (with Hedge Accounting) with Economic Accounting for a Partially Hedged 
Bank in the scenario of interest rates decrease 
    
Panel 
A     
Panel 
B     
Panel 
C   
   
Economic 
Accounting     Old IAS     Differences  
  2003  2004  2005  2003  2004  2005  2003  2004  2005 
TRADING ASSETS  108,445  107,982  111,77  108,445  107,98  111,77  0  0  0 
LOANS AND 
ADVANCES TO BANKS  217,255 215,707 218,7  200  200  200  17,255  15,707 18,7007 
INVETMENT 
SECURITIES  85,6426 84,8151 85,025  80  82,262  82,262  5,64255 2,55353  2,76311 
OTHER ASSETS  0  0  0  5,64255  2,5535  2,7631  -5,6426  -2,5535  -2,7631 
TOTAL  ASSETS  411,343  408,504  415,5 394,088 392,8  396,79 17,255  15,707  18,7007 
TRADING LIABILITIES  14,088  12,7975  16,794  14,088  12,798  16,794  0  0  0 
LIABILITIES TO BANKS  275,62  272,67  269,41  275,62  272,67  269,41  0  0  0 
CERTIFIED 
LIABILITIES  108,627 107,853 109,35  100  100  100  8,6275  7,8534 9,35036 
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OTHER  LIABILITIES  0  0  0 0 0  0 0  0  0 
RETAINED  EARNINGS  9,8678 13,0071  15,236  2,8514 4,38 7,33 7,0164  8,6275  7,85343 
NET  INCOME  3,13971  2,17633  4,7013 1,5286 2,9504  3,2044 1,6111  -0,7741 1,49693 
TOTAL LIABILITIES 
AND  EQUITY  411,343  408,504  415,5 394,088 392,8  396,74 17,255  15,707  18,7007 
NET INTEREST 
INCOME  3,13971  2,17633  4,7013 1,5286 2,9504  3,2044 1,6111  -0,7741 1,49693 
NET TRADING INCOME  0  0  0  0  0  0  0  0  0 
NET INCOME FROM 
INVESTMENTS  0  0  0 0 0  0 0  0  0 
NET  INCOME  3,13971  2,17633  4,7013 1,5286 2,9504  3,2044 1,6111  -0,7741 1,49693 
 
 
Under the partial hedge strategy, the model bank does not close the long position in fixed rate 
assets in the market and thus shows a positive net interest income with decreasing interest 
rates because of the lower cost to refinance the long position in fixed rate assets. There is no 
effect on trading income, because we assume that the trading department in our model bank 
closes all risks from the trading securities and the internal derivative hedging the investment 
securities in the market. In table 2, we notice that « net interest income » according to Old 
IAS with hedge accounting (2003: +1,5286) is different from the one of economic 
performance measurement (2003: +3,39711). However, under economic performance 
measurement, the change in the fair value of all future interest payments is included in net 
intererst income in the period of the change in interest rates. Under Old IAS, only the interest 
earned and the interest expense of the reporting period affect net income. The global effect of 
an interest rate variation appears in net interest income only over the term of fixed rate assets 
and liabilities and related hedging instruments. 
The investment securities of the model bank comprise bonds available for sale and bonds held 
to maturity. Both categories are recognized and measured at lower of cost or market. 
We further assume that the model bank sells a part of the investment securities portfolio (50) 
at the end of 2004 for the current market price (52,26161) and immediately buys the securities 
back for the same price. The sale results in a realized gain of (2,26161) (tables 1 and 2). The 
question that arises is whether a corresponding loss (-2,26161) on the internal hedging 
instrument should be included in net income from investments. 
Under economic performance measurement (Panel A) net economic profit of the year does 
not depend on whether an asset is sold and bought back immediately or held if we abstract 
from transaction costs. For the existing accounting regimes we argue that selling or closing 
out hedged items should be accompanied with recognizing the compensating gain or loss on 
the hedging derivative in net income from investments even if the risk position does not 
change as in our example.  
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To summarize for a fully hedged bank, Old IAS allows to present an identical income 
statement as under economic performance measurement and thus to present the economic 
results adequately. As the banking book assets and liabilities are carried at cost, fair value 
changes are not directly recognized but the hedged part shows up in the “plug” other assets or 
other liabilities. Fair value changes of fixed rate banking book assets and liabilities that form 
“natural hedges” do not show up neither in the balance sheet nor in the income statement and 
thus do not display existing inefficiencies of the hedges. As hedge accounting under Old IAS 
is not regulated by standards, companies may choose not to present the economics of their 
hedging strategy adequately. For partial hedging strategies only the part of fair value 
variations attributable to the risk being hedged shows up in the “plug” asset or liability. In this 
case, the income presentation differs from economic performance measurement and then the 
reality of transactions is not adequately portrayed. Variations in the fair value of banking book 
assets and liabilities are not fully recognized in the period of the interest rate variation but 
show up in net income over the remaining term of the instruments. 
 
2.  Financial Statements of the model bank under New IAS (including IAS 39 but not the 
actual Exposure Draft of proposed amendments to IAS 39: The Fair Value Option published in June 2005) 
 
2.1. Financial Statements of the model bank under IAS 39 without hedge 
accounting  
With the introduction of IAS 39, banks following a strategy of macro hedging face the 
problem that this type of hedging is not easily qualified for hedge accounting under the 
restrictive new rules.  
An important change introduced by IAS 39 is the classification of financial assets in four 
categories: trading, available-for-sale, held-to-maturity assets, and loans originated by the 
enterprise. For our model bank, we split the investment securities and allocate them in part to 
the category “available-for-sale” (50.00) and “held-to-maturity” (30.00). We do not allocate 
debt securities to the category “originated by the enterprise”, which is required under IAS if 
the funds are directly provided to the debtor and there is no intention to sell them in the short 
term. All derivatives, which are not designated as hedging instruments, are classified as 
“trading” according to IAS 39 for measurement purposes, and are measured at fair value with 
all changes in fair value included in net income. Banking book assets are classified as either 
“originated by the enterprise” or “held-to-maturity” and banking book liabilities continue to 
be carried at cost under IAS 39. Banking book assets classified as “available-for-sale” are 
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measured at fair value. IAS 39.103b offers the option to either show all changes in fair value 
in net income or include them in a special equity section “other comprehensive income”. 
Table 3 presents the results of a fully hedged bank under New IAS without applying hedge 
accounting. The gain on fixed rate loans (2003: 17,255) and on the held to maturity securities 
(2003: 2,71128) is again not recognized. The corresponding loss on the issued bonds (2003: -
8,627) forming a natural hedge for half of the loans is also not recognized (compensating 
misvaluation). The related hedging derivatives are measured at fair value with changes in fair 
value recognized in net income net (2003: -8,627- 2,71128= -11,3398). 
 
Table 3: Comparison of New IAS (without Hedge Accounting) with Economic 
Accounting for a Fully Hedged Bank in the scenario of Decreasing Interest Rates  
    Panel A      panel B      Panel C   
   
Economic 
Accounting      New IAS      Differences   
  2003  2004  2005  2003  2004  2005  2003  2004  2005 
TRADING ASSETS  108,45  108  111,77  108,445  107,982  111,770  0,000  0,000  0,000 
LOANS AND ADVANCES 
TO BANKS  217,25  215,7  218,7  200,000  200,000  200,000  17,255  15,707  18,701 
AFS 52,931  52,26  51,351  52,931  52,262  51,351  0,000  0,000  0,000 
HTM 32,711  32,55  33,674  30,000  30,000  30,000  2,711  2,554  3,674 
HEDGE DERIVATIVES  0  0  0  0,000  0,000  0,000  0,000  0,000  0,000 
OTHER ASSETS  0  0  0  0,000  0,000  0,000  0,000  0,000  0,000 
TOTAL ASSETS  411,34  408,5  415,5  391,377  390,244  393,121  19,966  18,260  22,374 
TRADING LIABILITIES  22,715  20,65  26,145  22,715  20,651  26,145  0,000  0,000  0,000 
LIABILITIES TO BANKS  280  280  280  280,000  280,000  280,000  0,000  0,000  0,000 
CERTIFIED LIABILITIES  108,63  107,9  109,35  100,000  100,000  100,000  8,627  7,853  9,350 
HEDGE DERIVATIVES  0  0  0  0,000  0,000  0,000  0,000  0,000  0,000 
OTHER LIABILITIES  0  0  0  0,000  0,000  0,000  0,000  0,000  0,000 
RETAINED EARNINGS  0  0  0  -12,738  -14,270  -14,930  12,738  14,270  14,930 
ACCUMULATED OCI  0  0  0  3,517  -13,600  4,523  -3,517  13,600  -4,523 
OCI 0  0  0  -0,586  13,600  -0,910  0,586  -13,600  0,910 
NET INCOME  0  0  0  -1,532  3,863  -1,707  1,532  -3,863  1,707 
TOTAL LIABILITIES AND 
EQUITY 411,34  408,5  415,5  391,377  390,244  393,121  19,966  18,260  22,374 
NET INTEREST INCOME  0  0  0  2,560  4,990  5,343  -2,560  -4,990  -5,343 
NET TRADING INCOME  0  0  0  -4,092  -3,389  -7,050  4,092  3,389  7,050 
INCOME FROM HEDGES  0  0  0  0,000  0,000  0,000  0,000  0,000  0,000 
NET GAINS AFS  0  0  0  0,000  2,262  0,000  0,000  -2,262  0,000 
NET INCOME  0  0  0  -1,532  3,863  -1,707  1,532  -3,863  1,707 
OCI 0  0  0  -0,586  -2,931  -0,910  0,586  2,931  0,910 
COMPREHENSIVE 
INCOME  0 0  0  -2,117  0,932  -2,617  2,117  -0,932  2,617 
 
 
For available-for-sale securities, hedged via internal derivatives by external swaps in the 
trading book, we observe a mismatch between net income and other comprehensive income. 
With decreasing interest rates, the gain of increasing fair values of available-for-sale securities 
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is allocated to other comprehensive income (2,93128). The change in fair value of the external 
hedging derivative is negative (-2,93128) and is recognized in net trading income.  
The natural hedges of fixed rate loans financed by issued bonds in the banking book and of 
trading book securities hedged by trading book swaps continue to have no effects on net 
income. The mismatch of held-to-maturity securities and loans carried at cost while related 
trading book swaps are carried at fair value shows up in net income. A second mismatch in 
net income occurs when the change in fair value of available-for-sale securities is presented in 
other comprehensive income whereas the related change in the fair value of hedging 
instruments shows up in net trading income. Thus, the “plug” affects net income and is not 
presented as an artificial asset or liability. Upon sale of the available-for-sale securities in 
2004 the gain realized (2,26161) is reallocated from other comprehensive income to net 
income. This possibility of recycling gains, allows some discretion for net income 
management under the new rules
12. 
For the fully hedged bank we observe in Table 3 a net income different from zero (2003 : – 
1,53175) with decreasing interest rates as opposed to the zero results under economic 
performance measurement and also under Old IAS with hedge accounting properly applied. 
Net interest income is positive (2003: 2,5604)  and results from the interest payments on the 
banking book assets and liabilities and also the interest allocated to the financing of trading 
book.  
Net trading income measured on a fair value basis is negative (- 4,09215) and results from the 
interest payments received on the bonds (+5,267) plus the positive changes in fair value of the 
bonds (+8,4454), from the net payments of the external swap (-4,0254)and the change in fair 
value of the external swap (-9,97715), and from the internal allocation of interest for the 
financing of the trading book(-3,802). Thus, the non zero net income (2003: – 1,53175) is due 
to the different measurements for the banking book (accrual accounting) and for the trading 
book (fair value accounting)
13. 
 
Table 4: Comparison of New IAS (without Hedge Accounting) with Economic 
Accounting for a Partially Hedged Bank in the scenario of Decreasing Interest Rates  
    Panel A      panel B     Panel C   
   
Economic 
Accounting     Old IAS     Differences  
                                                 
12 Gebhardt G., Reichardt R. & Wittenbrink C., «Financial Instruments Fair Value Accounting for (not 
against) the Banking Industry », working paper, décembre 2002.  
13 Gebhardt G., Reichardt R. & Wittenbrink C., «Financial Instruments Fair Value Accounting for (not 
against) the Banking Industry », working paper, décembre 2002.  
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  2003  2004  2005  2003  2004  2005  2003  2004  2005 
TRADING ASSETS  108,445  107,98  111,77  108,445  107,98  111,77  0  0  0 
LOANS AND ADVANCES TO 
BANKS  217,255 215,71  218,7  200  200  200  17,255  15,71  18,701 
AFS 52,9313  52,262  51,351  52,9313  52,262  51,351  0  0  0 
HTM 32,7113  32,554  33,674  30  30  30  2,7113  2,554  3,6735 
HEDGE DERIVATIVES  0  0  0  0  0  0  0  0  0 
OTHER ASSETS  0  0  0  0  0  0  0  0  0 
TOTAL ASSETS  411,343  408,5  415,5  391,377  390,24  393,12  19,966  18,26  22,374 
TRADING LIABILITIES  14,088  12,798  16,794  14,088  12,798  16,794  0  0  0 
LIABILITIES TO BANKS  275,62  272,67  269,41  275,62  272,67  269,41  0  0  0 
CERTIFIED LIABILITIES  108,627  107,85  109,35  100  100  100  8,6275  7,853  9,3504 
HEDGE DERIVATIVES  0  0  0  0  0  0  0  0  0 
OTHER LIABILITIES  0  0  0  0  0  0  0  0  0 
RETAINED EARNINGS  9,8678  13,007  15,236  -2,8705  10,686  4,8291  12,738  2,321  10,407 
ACCUMULATED OCI  0  0  0  3,51695  2,9313  0  -3,517  -2,93  0 
OCI 0  0  0  -0,5857  -2,931  -0,9104  0,5857  2,931  0,9104 
NET INCOME  3,13971  2,1763  4,7013  1,60796  -5,91  2,9948  1,5317  8,086  1,7065 
 
TOTAL LIABILITIES AND 
EQUITY 411,343  408,5  415,5  391,377  390,24  393,12  19,966  18,26  22,374 
NET INTEREST INCOME  3,13971  2,1763  4,7013  2,596  -4,59  5,5086  0,5437  6,766  -0,807 
NET TRADING INCOME  0  0  0  -0,988  -1,32  -2,5138  0,988  1,32  2,5138 
INCOME FROM HEDGES  0  0  0  0  0  0  0  0  0 
NET GAINS AFS  0  0  0  0    0  0    0 
NET INCOME  3,13971  2,1763  4,7013  1,60796  -5,91  2,9948  1,5317  -3,86  1,7065 
OCI 0  0  0  -0,5857  -2,931  -0,9104  0,5857  2,931  0,9104 
COMPREHENSIVE INCOME  3,13971  2,1763  4,7013  1,02229  -8,841  2,0844  2,1174  -0,93  2,6169 
 
As expected, the partial hedging strategy under New IAS without hedge accounting in Table 4 
induces a net income different from zero (2003 : +1,607961). Compared to the fully hedged 
strategy the net interest income (2003 : +2,596) is almost unchanged because the net interest 
payments on banking book assets are the same except of liabilities to banks. Users of 
accounting information are therefore no longer able to derive information on maturity 
transformation from the income statement as both a fully hedged bank and partially hedged 
bank present non zero net interest income. Old IAS may be criticized, because it shows the 
success of maturity transformation of a bank with an open position not immediately in full as 
a change in fair value of banking book assets and liabilities. Under IAS 39 without applying 
hedge accounting the effect of open banking book positions on net interest income is no 
longer identifiable
14. 
The trading component of net income is less volatile for the model bank under the partial 
hedging strategy. The net long position of the trading book is reduced because the amount of 
external swaps hedging the banking book assets is smaller and thus net trading income is 
                                                 
14  Gebhardt G., Reichardt R., Wittenbrink C.,  «  Financial Instruments Fair Value Accounting for (not 
against) the Banking Industry », Johann Wolfgang Goethe-Universität Frankfurt, , décembre 2002. 
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reduced. The volatility of net trading income can be further reduced or even eliminated if 
external swaps are entered into, only for hedges of trading book assets.  
Thus, the New IAS rules may discourage economic sensible hedges for which hedge 
accounting is either not accepted or practical. As banks cannot leave the banking book 
completely unhedged they have to look for interpretations to apply hedge accounting to their 
existing strategies or for amendments of their strategies. 
As the qualification criteria for hedge accounting in IAS 39 is very restrictive, economic 
hedges, which could be designated under Old IAS, no longer qualify for hedge accounting 
under the new rules. Therefore the new standards have been heavily criticized as to 
discourage the development of best practice risk management, thus the new IAS rules might 
create some curiosities in the presentation of financial information, which are difficult to 
explain to users of financial statements. 
 
2.2.  Financial statements of the model bank using hedge accounting 
under IAS 39
15  
We now assume that the model bank uses hedge accounting and is able to fulfil the heavy 
requirements of IAS 39 for hedge accounting. For our model bank it is easy to document 
micro hedge relationships as required by the new rules.  
In our tables we apply additional presentation rules for the balance sheet and the income 
statement. Derivatives will be disclosed as either trading derivatives or hedging derivatives in 
the balance sheet, which is currently not required by IAS 39. 
 
2.2.1.  Fair Value Hedge Accounting 
Table 5 displays fair value hedge accounting for the fully hedged bank (always in the context 
of decreasing interest rates). Held-to-maturity securities may not be designated as hedged 
items in a fair value hedge of interest rate risk
16 and thus continue to be carried at cost. Since 
the model bank has economically hedged this category, the new rules of IAS 39 create again a 
mismatch in net income (2003: -2,71128). The fair value change of derivative hedging 
instruments is recognized in net income, whereas the fair value change of the held-to-maturity 
securities (2003: +2,71128) does not appear neither in the balance sheet nor in net income. 
In our model bank the loans are hedged by issued bonds and by swaps. The natural hedge of 
the loan and the issued bond both carried at cost does not appear in the balance sheet and 
                                                 
15 IAS 39 still be in this section the one before the Exposure Draft issued in April 2004. 
16 IAS 39.127 
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income statement. The external swap hedging the interest rate risk of the loans not covered by 
the natural hedge of the issued bonds can be easily identified
17. The change in fair value of 
the swap (2003 : -8,627) is recognised and displayed under hedging derivatives together with 
the swap hedging the available-for-sale securities (2003 : -2,93128). 
 
Table 5: Comparison of New IAS (with Fair Value Hedge) with Economic 
Accounting for a Fully Hedged Bank in a scenario of Decreasing Interest Rates 
     Panel A      panel B      Panel C   
    
Economic 
Accounting      New IAS     Differences   
   2003  2004  2005  2003  2004  2005  2003  2004  2005 
TRADING ASSETS  108,445  107,9824  111,77  108,4454  107,982  111,77  0  0  0 
LOANS AND ADVANCES 
TO BANKS  217,255  215,7069  218,701  208,6275  207,853  209,35  8,627499  7,85343  9,35036 
AFS 52,9313  52,26161  51,3512  52,93128  52,2616  51,3512 0  0  0 
HTM 32,7113  32,55353  33,6735  30  30  30  2,711279  2,55353  3,67351 
HEDGE DERIVATIVES  0  0  0  0  0  0  0  0  0 
OTHER ASSETS  0  0  0  0  0  0  0  0  0 
TOTAL ASSETS  411,343  408,5044  415,495  400,0042  398,097  402,471 11,33878  10,407  13,0239 
TRADING LIABILITIES  22,7155  20,65097  26,1448  5,460456  10,5359  15,4432 17,255  10,115  10,7016 
LIABILITIES  TO  BANKS  280 280  280 280 280  280 0  0  0 
CERTIFIED LIABILITIES  108,627  107,8534  109,35  100  100  100  8,627499  7,85343  9,35036 
HEDGE DERIVATIVES  0  0  0  17,255  10,43054 10,7016 -17,255  -10,43054  -10,7016 
OTHER LIABILITIES  0  0  0  0  0  0  0  0  0 
RETAINED EARNINGS  0  0  0  -3,21759  -2,71128 -2,5535 3,217587  2,71128  2,55353 
ACCUMULATED OCI  0  0  0  0  0  0  0  0  0 
NET INCOME  0  0  0  0,50631  -0,15775 -1,1199 -0,50631  0,15775  1,11998 
TOTAL LIABILITIES AND 
EQUITY 411,343  408,5044  415,495  400,0042  398,097  402,471 11,33878  10,407  13,0239 
NET INTEREST INCOME  0  0  0  0,4659  0,8709  0,9297  -0,4659  -0,8709  -0,9297 
NET TRADING INCOME  0  0  0  -0,97221  -0,71315 -2,0497 0,972208  0,71315  2,04968 
INCOME FROM HEDGES  0  0  0  0  0  0  0  0  0 
NET GAINS AFS  0  0  0  0  0  0  0  0  0 
NET INCOME  0  0  0  -0,50631  0,15775  -1,12  0,506308  -0,1577  1,11998 
OCI 0  0  0  0  0  0  0  0  0 
COMPREHENSIVE INCOME  0  0  0  -0,50631  0,15775  -1,12  0,506308  -0,1577  1,11998 
 
The carrying amount of the hedged item is adjusted for the change in fair value with regard to 
the risk being hedged using derivative hedging instruments (2003: 200+8,627=208,627). This 
basis adjustment allocates the “plug” to the carrying amount of the hedged item carried at 
cost. 
The available-for-sale securities hedged by external swaps are measured at fair value with the 
change (2003: +2,93128) recognised in “other comprehensive income”. Upon designation of a 
fair value hedge, changes in fair value of available-for-sale securities have to be recognized in 
                                                 
17  Gebhardt G., Reichardt R., Wittenbrink C.,  «  Financial Instruments Fair Value Accounting for ( not 
against) the Banking Industry », Johann Wolfgang Goethe-Universität Frankfurt, , décembre 2002. 
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net income
18 in order to offset the corresponding changes in fair value of the derivative 
hedging instrument. 
Thus, we find the “plug” asset of (14,27) identified in the same scenario under Old IAS as an 
allocation to net income for the held-to-maturity securities that do not qualify for IAS 39 
hedge accounting as an adjustment to the carrying value of the loan (2003: +8,627) and as an 
adjustment to the carrying value of the available-for-sale securities (2003: +2,93128)
19. 
In the income statement we find a non zero net interest income (2003: +0,4659)) and a non 
zero net trading income (2003 : -0,97221) for our fully hedged bank that uses all available 
possibilities of fair value hedge accounting offered by IAS 39. Net interest income results 
from the interest payments on the held maturity securities (1,6065). Financed with variable 
rate deposits (2003  : -0,4659) as the internal swap hedging the interest margin (-1.29) is 
eliminated upon consolidation. Net trading income represents the performance (i.e. net cash 
flow out of the swap (2003: -0,4659) plus the change in the present value of future swap 
payments (-0,50631)) of the external swap economically hedging the held-to-maturity 
security. As IAS 39 does not accept hedge accounting for this swap it has to be measured and 
disclosed as a trading instrument. The combined effect on net income (2003: -0,50631) 
represents the fair value change of the external hedging swap, which has no contra entry, 
because the economically hedged held-to-maturity security is valued at cost
20.  
This result for held-to-maturity securities can be generalized to all economic hedges using 
derivative instruments that do not qualify for hedge accounting because of a lack of 
documentation or problems in demonstrating the required high degree of hedge effectiveness. 
The new rules included in IAS 39 prohibit a fully hedged bank from presenting (zero) net 
income, which is independent from interest rate movements, and thus to distinguish itself 
from banks running open positions. Because of the optionality of hedge accounting there is a 
range of net income to be reported under the new rules from (-0,50631) (using all possibilities 
of fair value hedge accounting) to (-1,532) (using none of the options of hedge accounting). 
Thus in order to enable users to understand the results presented, banks should provide 
adequate disclosures on their hedging strategies. 
 
 
                                                 
18 IAS 39.153b 
19  Gebhardt G., Reichardt R., Wittenbrink C.,  «  Financial Instruments Fair Value Accounting for ( not 
against) the Banking Industry », Johann Wolfgang Goethe-Universität Frankfurt, , décembre 2002. 
20  Gebhardt G., Reichardt R., Wittenbrink C.,  «  Financial Instruments Fair Value Accounting for ( not 
against) the Banking Industry », Johann Wolfgang Goethe-Universität Frankfurt, , décembre 2002. 
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Table 6: Comparison of New IAS (with Fair Value Hedge) with Economic 
Accounting for a Partially Hedged Bank in a scenario of Decreasing Interest Rates 
 
     Panel A      Panel B      Panel C   
   
Economic 
Accounting      New IAS      Differences  
  2003  2004  2005  2003  2004  2005  2003  2004  2005 
TRADING ASSETS  108,445  107,982  111,77  108,445  107,982  111,77  0  0  0 
LOANS AND ADVANCES 
TO BANKS  217,255 215,707  218,701  200  200  200 17,255 15,7069  18,7007
AFS 52,9313  52,2616  51,3512  52,9313  52,2616  51,351  0  0  0 
HTM 32,7113  32,5535  33,6735  30  30  30  2,7113  2,55353  3,67351
HEDGE  DERIVATIVES  0  0  0  0 0  0  0 0 0 
OTHER  ASSETS  0  0  0  0 0  0  0 0 0 
TOTAL  ASSETS  411,343  408,504  415,495  391,377 390,244  393,12  19,966 18,2604 22,3742
TRADING  LIABILITIES  14,088  12,7975  16,7944  11,1567 10,5359  15,443  2,9313 2,26161 1,35121
LIABILITIES TO BANKS  275,62  272,67  269,413  275,62  272,67  269,41  0  0  0 
CERTIFIED LIABILITIES  108,627  107,853  109,35  100  100  100  8,6275  7,85343  9,35036
HEDGE DERIVATIVES  0  0  0  2,93128  2,26161  1,3512 
-
2,9313  -2,26161 -1,3512
OTHER  LIABILITIES  0  0  0  0 0  0  0 0 0 
RETAINED EARNINGS  9,8678  13,0071  15,2361  0,64646  1,66875  4,7769  9,2213  11,3384  10,407 
ACCUMULATED  OCI  0  0  0  0 0  0  0 0 0 
NET INCOME  3,13971  2,17633  4,7013  1,02229  3,10815  2,0844  2,1174  -0,93182  2,61691
TOTAL LIABILITIES AND 
EQUITY 411,343  408,504  415,495  391,377  390,244  393,07  19,966  18,26  22,4265
NET INTEREST INCOME  3,13971  2,17633  4,7013  1,9945  3,8213  4,1341  1,1452  -1,64497  0,56723
NET TRADING INCOME  0  0  0  -0,97221  -0,7132 
-
2,0497 0,9722  0,71315  2,04968
INCOME FROM HEDGES  0  0  0  0  0  0  0  0  0 
NET  GAINS  AFS  0  0  0  0 0  0  0 0 0 
NET INCOME  3,13971  2,17633  4,7013  1,02229  3,10815  2,0844  2,1174  -0,93182  2,61691
OCI  0  0  0  0 0  0  0 0 0 
COMPREHENSIVE INCOME  3,13971  2,17633  4,7013  1,02229  3,10815  2,0844  2,1174  -0,93182  2,61691
 
 
Table 6 presents the results of applying IAS 39 fair value hedge accounting to a partially 
hedged bank. Only available-for-sale securities are hedged by derivative hedging instruments 
that qualify for hedge accounting (2003: -2,93128). Unhedged loans and held-to-maturity 
securities, which do not qualify for hedge accounting, are carried at cost. 
As expected for a partially hedged bank, we find a non zero net income (2003: 1,0223). As 
the position has been taken in the banking book by not hedging the loans we find a non zero 
net interest income (2003: +1,9945). Under New IAS income presentation for a partial hedged 
bank again differs from economic performance measurement. Variations in the fair value of 
banking book assets and liabilities are not fully recognized in the period of the rate change but 
only show up in net income over the remaining term of the instruments. 
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The most critical issue for banks that manage their banking book risks actively on a portfolio 
basis is the identification of the link between the derivative hedging instruments and the 
hedged items. Only if this link can be established and documented, the standards permit the 
basis adjustment of the hedged item and thus allow an offset of fair value changes attributable 
to the risk being hedged in net income. 
When comparing Old IAS and New IAS with fair value hedge accounting we have to notice 
that because of the restrictions to the application of hedge accounting, the results of a fully 
hedged bank do not adequately mirror the economics. 
New IAS with fair value hedge accounting does not give rise to separate “plug” assets and 
liabilities where financial instruments measured at cost are effectively hedged by derivative 
instruments. Rather the “plug” is allocated to the hedged items resulting in valuations of 
assets and liabilities that are neither cost nor market valuations but special hedge accounting 
valuations probably understood only by a small minority of financial statements users. 
 
2.2.2.  Cash Flow Hedge Accounting 
The concept of cash flow hedge accounting can be demonstrated for the situation of our 
model bank where the fixed rate loans are financed by revolving variable rate term deposits. 
Under cash flow hedge accounting, the payer swap is considered to offset the variable interest 
expenses on the term deposits and thus to eliminate the exposure to changes in future interest 
cash flows. In contrast, under fair value hedge accounting the fixed rate interest outflows on 
the payer swap are considered to offset the fixed rate interest received on the loan thus 
creating synthetically a variable rate loan, the fair value of which does not vary when interest 
rates change. While the financial instruments involved are exactly the same we will 
demonstrate that the accounting differs considerably depending on the type of designation of a 
hedge as either a fair value hedge or a cash flow hedge. 
Table 7 displays the result of applying cash flow hedge accounting to all hedges. Financial 
assets and liabilities are carried at either cost or fair value. With cash flow hedge accounting, 
there are no adjustments to the carrying value of hedged items. 
 
Table7: Comparison of New IAS with Cash Flow Hedge with Economic 
Accounting for a Fully Hedged Bank in a context of Decreasing Interest Rates 
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      Panel A        panel B       
Panel 
C    
     
Economic 
Accounting        New IAS       Differences   
   2003  2004  2005 2003 2004 2005 2003  2004 2005
TRADING ASSETS  108,445  107,98  111,77 108,445 107,9824 111,7697 0  0 0
LOANS AND ADVANCES TO 
BANKS  217,255 215,71  218,701 200 200 200 17,255  15,7069 18,7007
AFS 52,9313  52,262  51,3512 52,9313 52,26161 51,35121 0  0 0
HTM 32,7113  32,554  33,6735 30 30 30 2,71128  2,55353 3,67351
HEDGE DERIVATIVES  0  0  0 0 0 0 0  0 0
OTHER ASSETS  0  0  0 0 0 0 0  0 0
TOTAL ASSETS  411,343  408,5  415,495 391,377 390,244 393,1209 19,9663  18,2604 22,3742
TRADING LIABILITIES  22,7155  20,651  26,1448 8,4454 7,982407 11,7697 14,2701  12,6686 14,3751
LIABILITIES TO BANKS  280  280  280 280 280 280 0  0 0
CERTIFIED LIABILITIES  108,627  107,85  109,35 100 100 100 8,6275  7,85343 9,35036
OTHER LIABILITIES  0  0  0 0 0 0 0  0 0
HEDGE DERIVATIVES  0  0  0 14,2701 12,66857 14,37508 -14,27  -12,6686 -14,3751
RETAINED EARNINGS  0  0  0 0 0 2,26161 0  0 -2,26161
ACCUMULATED OCI  0  0  0 -9,22134
-
11,33877 -12,66856 9,22134 11,33877 12,66856
OCI 0  0  0 -2,11742 -1,32979 -2,61691 2,1174  1,32979 2,61691
NET INCOME  0  0  0 0,00000 2,26161 0,00000 0,00000  -2,26161 0,00000
TOTAL LIABILITIES AND 
EQUITY  411,343 408,5  415,495 391,377 390,244 393,1209 19,9663 18,2604 22,3742
NET INTEREST INCOME   0  0  0 0 0 0 0  0 0
NET TRADING INCOME   0  0  0 0 0 0 0  0 0
INCOME FROM HEDGES   0  0  0 0 0 0 0  0 0
NET GAINS AFS  0  0  0 0 2,26161 0 0  -2,26161 0
NET INCOME  0  0  0 0 2,261607 0 0  -2,26161 0
OCI 0  0  0 -2,1174 -1,32979 -2,61691 2,11742  1,32979 2,61691




IAS 39 does not allow designating held-to-maturity financial assets as hedged items in a cash 
flow hedge. However, according to IGC QA 127-4 it is accepted to “hedge the exposure to 
cash flow risk associated with the forecasted future interest receipts on debt instruments 
resulting from the reinvestment of interest receipts on a fixed rate asset classified as held-to- 
maturity”
21. By this strange line of argument it is allowed to apply cash flow hedge 
accounting also to held-to-maturity investments.  
The derivative hedging instruments are carried at fair value and displayed in Table 7 
separately as trading liabilities (2003: 8,4454) and as hedge derivatives of the variable 
refinancing of the banking book. The amount shown (2003: 14,27005) can be allocated to the 
swaps hedging available-for-sale securities (-2,93128), held-to-maturity securities (-2,71128) 
and loans (-8,6275).  
The variations in fair value of the swaps hedging the variable rate refinancing of the held-to-
maturity loans and securities are not included in net income but in “other comprehensive 
                                                 
21 IGC QA 127-4. 
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income” (2003: -2,71128 - 8,6275= -11,33878). Thus, the mismatch due to the fair value 
measurement of the swap appears as a “plug” in other comprehensive income.  The change in 
fair value of the swap hedging the variable rate deposit refinancing of the available-for-sale 
securities (2003: -2,93128) appears also in other comprehensive income and offsets the 
change in fair value of the available-for-sale securities (2003 : +2,93128). 
In Table 7 we find again zero net income for economic performance measurement and also 
zero net interest income and zero trading income under New IAS with cash flow accounting 
for the fully hedged bank. The volatility in net income is completely removed if all hedges are 
designated as cash flow hedges. However we observe volatility in other comprehensive 
income and thus volatility in equity. 
  If we compare comprehensive income under New IAS without hedge accounting with 
comprehensive income under New IAS with all hedges designated as cash flow hedges (Table 
7) we see that both bottom lines are identical. The volatility that shows up in net income if no 
hedge accounting is applied is completely removed and transferred to other comprehensive 
income. By choosing the level of (optional) cash flow hedge accounting one can influence the 
allocations to net income or to other comprehensive income. By designating all hedges as 
cash flow hedges we are able to move all accounting volatility in net income completely to 
other comprehensive income
22. 
To recapitulate, cash flow hedge accounting reallocates the mismatch to “other 
comprehensive income”. The resulting volatility of equity is a serious inconvenience. The 
equity base changes although from an economic point of view there is no volatility, which is 
difficult to explain to financial statements users. However, cash flow hedging remains a hedge 
accounting alternative chosen by a number of banks because it might be easier to demonstrate 
the required hedge effectiveness. 
 
3.  Accounting under the IAS 39 Improvement Proposal of an Optional Fair Value 
Model 
 
In April 2004 the IASB issued the Improvement Exposure Draft proposing an optional fair 
value model. This exposure draft was published in June 2005 and will be applied by 
companies the 1
st of January 2006. At initial application of an amended standard, companies 
                                                 
22  Gebhardt G., Reichardt R., Wittenbrink C.,  «  Financial Instruments Fair Value Accounting for ( not 
against) the Banking Industry », Johann Wolfgang Goethe-Universität Frankfurt, , décembre 2002. 
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may designate financial assets (e.g. loans originated by the enterprise) and financial liabilities 
(e.g. issued bonds) previously not classified as trading for measurement at fair value. 
Financial instruments designated to this new category should be presented separately as 
“financial instruments at fair value through net income”.  After initial application of the 
amendment, designation for fair value accounting is only allowed at initial recognition of 
financial assets and liabilities. A financial instrument should not be reclassified into or out of 
the trading category. 
This optional fair value model allows to overcome some of the anomalies resulting from 
different measurement methods, as the natural offset of fair value changes eliminates the need 
for onerous hedge accounting documentation. According to the basis for conclusions the 
IASB does not intend “to force entities to measure more financial instruments at fair value”. 
The optional fair value model will not make comparisons between enterprises easier. A bank 
that runs open positions in the banking book with financial instruments carried at cost may 
temporarily not be distinguishable from a fully hedged bank. However, this analysis applies 
equally to Old IAS and Current IAS where hedge accounting is optional. Adding another 
option that allows banks to adequately portray their macro hedging activities is an 
improvement if accompanied by sufficient disclosures of the risk management and the 
accounting choices. 
 
III.  Results and interpretations 
The application of different sets of accounting rules for financial instruments to the model 
bank provides important insights. We demonstrate that only under Old IAS, we can arrive to 
financial statements that adequately portray the economic (zero) results of a fully hedged 
bank. However, under Old IAS this result is only achieved by entering “plug” assets or 
liabilities created by debits or credits to net income which are not compatible with the 
definitions of assets and liabilities in the IAS Framework and which are hedge accounting 
artefacts. 
Under Old IAS banks may choose whether to adequately portray their activities or not. For 
the fully hedged model bank this means that we can arrive at zero net income for all periods 
but we also can produce non zero accounting results by not applying hedge accounting to all 
economic hedges. 
Conversely, zero net income does not imply that a bank is fully hedged under Old IAS. If a 
bank runs open positions in fixed rate financial assets and liabilities carried at cost, changes in 
fair value will not affect net income under Old IAS. 
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The Old IAS mixed model is still the preferred model of the banking industry arguing that this 
model allows an adequate presentation of banking activities. The major problems with the Old 
IAS mixed model are the conceptual problems of the hedge accounting approach and its 
optionality, offering ample opportunities for creative accounting. 
Current IAS appears to be even worse. We demonstrate that a fully hedged bank cannot 
present zero net income even if all possibilities of fair value hedge accounting are used. 
Under IAS 39 fair value hedge accounting, the “plugs” identified before are not recognised as 
assets or liabilities but included as basis adjustments in the carrying amounts of the hedged 
items. Thus, we have strange valuations of hedged items that are neither cost nor market but 
again hedge accounting artifacts. Using cash flow hedge accounting banks can remove the 
volatility from net income but not from comprehensive income. A fully hedged bank will 
have to present changes in equity with changing interest rates – a result not easily explainable 
to users of financial statements. 
The key problem of modern universal banks following dynamic macro hedging techniques is 
the narrow micro hedging concept implied in IAS 39. Banks often are not able or willing to 
fulfill these heavy documentation requirements and therefore opt not to choose hedge 
accounting for all hedging activities. Thus, a fully hedged bank might present more volatile 
net income than a partially hedged bank, as demonstrated by our model results. As a 
consequence, financial statements of banks are hardly comparable for users under Current 
IAS. 
If the bank model chooses the option of fair value hedge for all its hedges, the « plug » will 
appear as an adjustment of hedged items valuations and will be translated by a credit or a 
charge in the net income. With fair value hedge, the “plug” will be integrated in the account 
« other comprehensive income ». The difference is just transferred from the net income to 
« other comprehensive income ».    
 
IV.  Conclusions, limits and further research  
We have demonstrated in this paper that the application of the International Financial 
Reporting Standard 39 does not allow adequately portraying the faithful economic picture of a 
bank. In fact, the results of a fully hedged bank appear more volatile than a partially hedged 
bank in the case of application of hedging rules issued from this standard. These results seem 
to confirm the proposals of European banks which have always blamed this standard to 
encourage banks to change their hedging politics in order to reduce their accounts volatility. 
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This is due to the fact that more hedged banks will be more volatile will be their accounts, 
which seems extremely problematical.  
The analysis conducted in this paper should be seen as a first step in a more complex issue 
that requires additional refinement for many reasons. First, in this paper we tested only the 
case of interest rate decrease because of inexistence of a scenario of increase interest rates in 
periods in which it exists available data about French yield curves. The case of increase 
interest rates could demonstrate opposed results to those found in this paper. Furthermore, this 
paper does not take into consideration the actual Exposure Draft of proposed amendments to 
IAS 39: The Fair Value Option published in June 2005 and which shall be applied by entities 
for annual periods beginning on or after 1
st January 2006.  
The optional fair value model may be a useful interim solution providing the option to gain 
experience with an extended use of fair values in bank accounting. The next step to update 
and complete this study is to analyze if the Fair Value Option proposed in IAS 39 will resolve 
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